
office of Chief Counsel 
internal Revenue Service 

memorandum 
CC:WR:SCA:SD:TL-s-768-99 
GAKindel 

date: pj$,,‘i >;, ~,;r ‘j$g 

to: Examination Division, Southern California District 
ATTN: Richard Woods, Team Coordinator, CE 1108 

from: Associate District Counsel, San Diego 

subject:   --------------- ----- -- Acquisition and Transfer of Stock 

This memorandum responds to your request for advice 
regarding (1) the acquisition by   --------------- ----- (the "Taxpayer) 
of stock in   -------- ------------------ ----- ----------- -- -lan of 
reorganization ----- ---- ----- ---------------- transfer by the Taxpayer of 
the stock in   -------- ----------------- ----- to another shareholder. 

DISCLOSURE STATEMENT 

This advice constitutes return information subject to I.R.C. 
5 6103. This advice contains confidential information subject to 
attorney-client and deliberative process privileges and if 
prepared in contemplation of litigation, subject to the attorney 
work product privilege. Accordingly, the Examination or Appeals 
recipient of this document may provide it only to those persons 
whose official tax administration duties with respect to this 
case require such disclosure. In no event may this document be 
provided to Examination, Appeals, or other persons beyond those 
specifically indicated in this statement. This advice may not be 
disclosed to taxpayers or their representatives. 

This advice is not binding on Examination or Appeals and is 
not a final case determination. Such advice is advisory and does 
not resolve Service position on an issue or provide the basis for 
closing a case. The determination of the Service in the case is 
to be made through the exercise of the independent judge-ent of 
the office with jurisdiction over the case. 
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ISSUES 

1. Whether the Taxpayer properly treated the transaction 
in which it exchanged its stock in   ----------- ------ for stock in 
  ------- ----------------- ------ warrants --- ------------ -----k in   -------
  --------------- ------ ----- -ash as (a) a tax-free exchange c--------- by 
-------- -- ----- ----- (b) a redemption covered by,I.R.C. § 302(bi (3). 

2. Whether the transaction identified in Issue 1 qualifies 
as a tax-free reverse triangular merger. 

3. Whether the Taxpayer properly treated the loss realized 
on the transfer of its stock in   ------- ----------------- ----- to 
  ------- ----- ----------- as an ordinary ------ ---------

a. the Taxpayer transferred its stock in   -------
  --------------- ----- to   ------- ----- ----------- in excha----- --r a 
---------- ----------- -f Cl-------- -----

b.   ------- ----- ------------ treated the transfer as a 
"purchase ------- ---------------- -- reflect that the value of the 
Taxpayer's stock in   ------------ ----- was overstated at the 
time of the transaction- ------------ in Issue I. 

4. Whether the Service should allow the Taxpayer an 
ordinary loss pursuant to I.R.C. 5 165(g) (3) with respect to 
advances made by the Taxpayer to   ----------- ----- and a capital 
loss on the sale of   ----------- stoc---

CONCLUSIONS 

1. No. The form of the transaction is a reverse 
triangular merger, not an exchange with a controlled corporation. 
I.R.C. 5 36S(a) (2) (E) was enacted to address the tax consequences 
of reverse triangular mergers. As a 'result, I.R.C. 5 351 is not 
applicable. 

I.R.C!'s 3%I;a, (2) (E), 
Although the transaction meets the requirements of 

it does not satisfy the requirement for 
"continuity of interest." The Taxpayer transferred nearly   --
percent of its stock for cash and   -- percent for stock in   -------
  --------------- ----- The Taxpayer did- not preserve a substantia--
--------- --- ---- ---lue of its interest in   ----------- ------
Therefore, the transaction should be treat---- ---- -- ------ of the 
Taxpayer's stock in   ----------- -----

3. No. The transfer of the Taxpayer's stock in   -------
  --------------- ----- to   ------- ----- ----------- should be consi-------- as 
----- --- ---- ---------tion ------------ ---- ----erse triangular merger. 
As such, the transfer results in a capital loss. 
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4. NO. (b) (7) e-------- ---------- ------ ----- ---------- ------------- ---
  -------- ----- ------ --- ------ --- -------- ---------- ----- ------- --- ----- -----------
-------- -- --------- ---- --------- --- ------------- ------------- --- ---
affiliated corporation, not bad debts. Nonetheless, it appears 
that the Service is attempting to recast the transaction as 
something other than a reverse triangular merger. (b)( 7)e------
  ----- ----- ------- ----- ------- ---- -------- ---- 

FACTS 

Parties 

  --------------- ----- (the "Taxpayer") is a Delaware corporation 
doing ------------ --- ---n Diego, California. The Taxpayer owns and 
operates several chain restaurants, most notably the   ----- --- -----
  ---- Restaurants. The Taxpayer uses a 52-53 week year --- ----
-----ble year. 

  ------------ ----- ("  ------------- is a Delaware corporation, 
which ------ ---   --------- -------- ----- a wholly-owned subsidiary of the 
Taxpayer. ------------ ------- -nd operates a chain of   ----------
restaurants --------   ------------ Prior to   --------- -------- -------------
had   ------ shares of ------------ -tock issued ----- -------------g. 

  -------- ----------------- ----- tti  -----) is a Delaware corporation 
former--- --------- ---   -------------- --------------- ---------- ----- (lz  ------"). 
  ---- owns and operat---- ---------- -------------- ---------- ----udin--   -
  --------   ----------- and   ---------

  ------- ----- ------------ ------ ("  --------- is a Delaware limited 
partne------- ------------- --- ----- Tax--------

Acquisition of   ----

In   ----- ------, the Taxpayer and   ------- announced their 
intentions- --- ---quire   ---- for the p--------- of forming a new 
company to operate the   ----------- restaurants along with   ----s 
restaurants. In   ---- -------- ----- majority shareholder of   ----
agreed to a bankr------- -----ganization of   ---- 

On   ---------- ----- ------, the Taxpayer, along with two other 
investors,   ------- -----   ------- -------- ------------- ------ ("  --------,' 
entered into- --- -cquisi------ --------------- ------   ---- The- -------sition 
Agreement COnSiStS of two parts: (1) purcha--- of   ---- stock by 
  ------- and   ------- and (2) merger of a newly formed ------idiary of 
  ---- ---h an-- -----   ------------

1   ------ is a limited partnership unrelated to the 'raxpayer 

  

(b)(7)e

  
(b)(7)e
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The reorganization plan that was filed with the bankruptcy 
court does not set forth the specific details of the Acquisition 
Agreement; it simply refers to the Acquisition Agreement. 
Pursuant to the reorganization plan, the shareholders and 
creditors of   ---- did not receive any stock in   ---- or   ------------

Part 1 -- Purchase of Stock bv   ------- and   -------

  ------- agreed to purchase   --------- shares of common stock in 
  ---- f---   ----- per share, while   ------- ---reed to purchase   ---------
------es.' ----- Acquisition Agree-------- § 2.l(a).   -------
contributed $  ------------- in cash for its shares, -------- constituted 
a   -- percent ---------- --   ---- See Form lo-K, Annual Report, 
Co---olidated Financial St------ents, Note 3 (filed   ------------- -----
  -----).   ------- contributed $  ------------- in cash for ---- ----------
------- co---------d an    perc----- ---------t in   ---- id. See 
Certain management-lev--- employees of   ---- co-----uted $  ---
  ------- in cash and notes for shares c------tuting a   p------nt 
---------- in   ---- See id. 

Part 2 -- Merser of Subsidiary with   -----------

  ---- agreed to form a subsidiary, called   --- -------------
---------------- ("Merger Sub"), for the purpose o-- ----------- -----   ----
  ------ ------ Acquisition Agreement, 5 2.l(b). Merger Sub was-
--------orated on   --------- --- ------. See Agreement and Plan of 
Merger (the "Mer----- ------------------ attached as Exhibit E to the 
Acquisition Agreement. On that date,   ---- transferred to Merger 
Sub the following: 

1.   --------- shares of common stock of   ----
2. ----------- to purchase   --------- shares --- new common 

stock of   ---- at $  --- ----- ----re (the "Warrant"); 
and 

3. an amount of cash equal to $  --- --------- less the 
principal amount of capitalized- --------- and face 
amount of indebtedness of   ------------

gee Acquisition Agreement, § 2.2(b). 

In the Acquisition Agreement, the Taxpayer represented the 
following: 

a Certain management-level employees purchased shares of   ----- common 
stock. These purchases reduced the number of shares ultimately -----hased by 
  ------- and   ------- t0   ---------------- and   --------------- respectively. See the 
------------s ----------e --- ------ --------- and ----- ---------er's "Statement under Regs. 
1.351-3(a).' 
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Schedule 5.2 hereto sets forth and 
describes all outstanding indebtedness 
(including capitalized lease obligations) of 
  ----------- and each of the   -----------
----------------. Except as s--- ------- -n the 
Disclosure Statement on the date hereof, 
neither   ----------- nor any of the   -----------
Subsidiari--- ------ or immediately ------------
the Closing will have, any material 
liabilities or obligations of any nature, 
absolute, accrued, contingent or otherwise 
(including, without limitation, liabilities 
for Previously Divested Operations of   -----
  ------- other than liabilities or obligat------
--------d after the date hereof.in a manner 
not prohibited by Section 6.4 hereof, which 
liabilities or obligations are disclosed in 
the Registration Statement on the date it is 
declared effective. The principal amount of 
capitalized leases and the face amount of 
indebtedness (other than amounts owing to 
third parties in respect of trade payables, 
accrued liabilities, deferred income, 
straight line rent, CAPE withholding and 
matching, deferred gains on sale leasebacks, 
unclaimed p~roperty and other liabilities) to 
be retained by or assigned to   ----------- and 
its Subsidiaries immediately p----- --- --e 
merger shall not exceed $  --------- and $  
  -------- respectively. 

See Acquisition Agreement, § 5.2(d). The Taxpayer claims that 
Schedule 5.2 identifies two liabilities not retained by   ----
  ------ (I) an "Intercompany Payable" in the amount of 
  ----------------- and (2) a "Bank Debt" in the amount of $  --------- See 
th-- -------------- response to IDR FM-07. The Taxpayer c------- that 
it assumed these liabilities as part of the merger transaction. 

The "Intercompany Payable" apparently refers 
made by the Taxpayer to   ------------ It is unclear 
"Bank Debt" refers. 

to advances 
to what the 

Pursuant to the Merger Agree  ------- ----   --------- ----- ------, 
Merger Sub merged with and into ------------- --- ------ ------- each 
outstanding share of   ----------- c----------- -----k was converted into 
the right to receive -- ----- ------ share'of: 

1.   --------------- shares of common stock of   ---- 
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2. a warrant to purchase an aggregate of   ---------
shares of new common stock of   ---- for   ----- ---- 
share; and 

3. $  ------------------- in cash.' 

See Merger Agreement, § 1.2(a). Also at that time, each 
outstanding share of Merger Sub's common stock was converted into 
one share of   ----------- common stock. See Merger Agreement, 
s l.z(b) 

Treatment bv the Taxoaver 

The Taxpayer treated the transaction as both an exchange 
pursuant to I.R.C. § 351 and a redemption pursuant to I.R.C. 
§ 302(b) (3). The Taxpayer states: 

Under the terms of the agreement, a 
newly-created, wholly-owned subsidiary of 
  -------- ----------------- was merged into   ------------
  ---- ------   ------------ ----- becoming -----
-------ing ---------------- -he merger 
transaction is described in the Agreement and 
Plan of Merger. The merger itself had no tax 
impact on the transaction as it relates to 
  -------------- However, this agreement 
------------- the amount of cash and stock 
received in the transaction. 

See the Taxpayer's response to IDR FM-07. 

The Taxpayer computed the amount realized on the transaction 
as follows: 

Amount Realized 
  ---- stock 
-----h 
Total 

$   -------------
  ----------------

$-----------------

' The term "Merger Consideration" is defined in the Acquisition 
Agreement as (a)   ---------- shares of common stock Of   ---- (b) warrant to 
purchase an aggreg---- ---   ---------- shares of camnOn s------ of   ---- and (c) cash 
equal to $  ---- --------- less- ---- -rincipal amwnt of capitalized leases and face 
amount of ------------------ of   ------------ See Acquisition Agreement, S l(a). 
Again, certain management-level ----ployees purchased shares of   ------common 
stock. These purchases reduced the number of shares ultimately --ceived by 
the Taxpayer to   ----------------- - See the Taxpayer's response to IDR FM-07. 

' ,The Taxpayer states that it received $  ---------------- in cash, instead of 
the $  -------------------- as listed in the Merger Agr------------ ---e the Taxpayer's 
respo----- --- ----- -----07. 
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The Taxpayer did not include any value for the Warrant in the 
amount realized. See the Taxpayer's response to IDR FM-07. 

The Taxpayer claims that, at the time of the transaction, 
its basis in the   ----------- stock was $  ------------- and that its 
basis in the "Inter------------ Payable" and- ---- ------- Debt" was 
$  --------------- and $  -------------- respectively. _See the Taxpayer's 
r------------ --- IDR FM----- ----- Taxpayer, therefore, claimed a basis 
of $  --------------- ($  ------------- + $  --------------- + $  --------------- See 
the --------------- -esp------- --- ---R FM-07. 

The Taxpayer then allocated the amount realized and basis 
between the section 351 transaction and the redemption 
transaction using percentages equal to the ratio of the amount 
realized in each transaction to the total proceeds. & the 
Taxpayer's response to IDR FM-07. 

351 Transaction 

value of   --- stock + total proceeds = percentage 
attributable to 351 transaction 

$  ------------- + $  --------------- =   ------------

Redemotion Transaction 

cash received + total proceeds = percentage 
attributable to redemption transaction 

$  --------------- + $  --------------- =   ------------

The Taxpayer, therefore, computed the amount of gain/loss from 
each transaction as follows: 

351 Transaction 

Amount Realized $   -------------
Basis --------------- (  --------- x $  ----------------
LOSS ($   ------------

Redemotion Transaction 

Amount Realized $   ---------------
Basis   --------------- (  --------- x $  ----------------
LOSS (S --------------

& the Taxpayer's response to IDR FM-07. 

As a result of the section 351 transaction, the Taxpayer did 
not recognize any loss. With respect to the redemption 
transaction, the Taxpayer elected to attribute to itself any net 
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operating losses attributable to   ------------ pursuant to Treas. 
Reg. 5 l.I502-2O(g) (I). See the --------------- response to IDR FM- 
07. On its income tax return, however, the Taxpayer identifies 
the loss disallowed pursuant to Treas. Reg. § 1.1502-2O(a) (1) as 
$  ------------- not $  -------------

Transfer of   ----

As a result of negative publicity regarding the nutritional 
value of   --------- food,   ---- wrote off the goodwill attributable to 
  ----------- --- ----- fourth ---arter of   -----. The Taxpayer wrote down 
---- -------- investment in   ---- in the ------ quarter of   ---- as a 
result of the goodwill wr------f. 

In   ----,   ---- continued to have substantial losses and needed 
additional -un--- to operate. Before the creditors would advance 
any additional funds to   ---- the shareholders of   ---- had to enter 
into participation purch----- agreements. The Taxp------ did not 
want to enter such an agreement for these additional advances. 
See Form lo-K, Annual Report, Consolidated Financial Statements, 
Note 3 (filed   ------------- ----- ------). 

At the same time,   ------- began rumbling about certain claims 
that it had against the ---------er in connection with the 
acquisition of   ----------- by   ---- See Minutes of the Board of 
Directors,   ------------- ----- -------- Specifically,   ------- claimed that 
the Taxpaye-- ----- ------------------d the value an-- ---------ility of 
  ------------

On  ------------- ----- ------, the Taxpayer and   ------- entered into 
an Excha----- ---------------- --- which   ------- acquir---- ---- of the 
Taxpayer's shares of   ---- stock, ---------g the Warrant, in 
exchange for a "Mutual- -elease of Claims.” Pursuant to the 
Mutual Release of Claims,   ------- released the Taxpayer "from any 
and all rights, claims, ex----------- debts, demands, costs, 
contracts, liabilities, obligations, actions and causes of action 
of every nature, whether in law or equity, whether known or 
unknown, foreseen or unforeseen, arising out of or related to the 
Acquisition Agreement . dated as of   ---------- ----- ------, .'I 
See Mutual Release of Claims, 4 1. 
"from any and all Claims." 

The ------------- ------------   -------
&e Mutual Release of Claims, -- ---

The Taxpayer reported an ordinary loss in the amount of 
$  ------------- on the transfer, claiming that it did not receive any 
c----------------- for the   ---- stock, that, therefore, the loss 
realized on the transfer- did not result from a "sale or 
exchange," and that I.R.C. 5 165(a) is the controlling provision. 
See the Taxpayer's response to IDR FM-11. 

----. 
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  -------- however, treated the transaction quite differently 
  ------- -------ibed it as follows: 

Subsequent to the   ----- Investment,   ----
began to experience fina------ difficulties 
adversely~affecting its financial condition. 
During this period, issues arose with respect 
to, among other things, the valu  of certain 
of the property contributed to ----- in the 
  ----- Investment, and,   - -----------r, the 
------- of the stock of ----- ------- contributed 
by   -------------- These i-------- ------ resolved in 
-------------- ------- among the relevant parties 
----------- among other thi  ----- --- adjustment 
and revaluation of the ----- ------- stock 
contributed by   -------------- ----- -- --ansfer to 
  ------- ----- ------------ --- ----------------- interest 
---   ---- -- -- ------- givi--- -------- to this 
"pu-----se price" or "contribution adjustment" 
to the   ----- Investment . . .  -------- -----
  ---------- ---d approximately ------ --- ----- stock 
---   ----   -------------- had no cont---ing interest. 
The- ---ns---- --- --e   ---- Common Stock to 
  ------- ----- ------------ ------ effectively treated 
--- -- ------------- ------- adjustment to reflect 
that   ------- ----- ------------   --- overpaid for its 
  % o-------- ---------- --- ----- 

& letter dated   --------- ----- ------- from   ------- to the Internal 
Revenue Service.   ------- ------ -----s that ----- ---lue of the 
Taxpayer's   ---- stoc-- ------ de minimus. 

The Service initially propos  -- -- --------wance of the 
ordinary loss in the amount of $--------------- on the grounds that 
there was a sale or exchange of -- --------- asset and that, as 
such, the loss was ~a capital loss. 

The Service has reevaluated this proposal based on the 
information obtained from   -------- The Service now proposes to 
allow a "bad debt [pursuant ---- I.R.C. 5 165(g) (3)" with respect 
to the advances and a capital loss with respect to the sale of 
stock. The Service would allocate the cash received by the 
Taxpayer in   ----- to the advances and the stock pro rata and would 
allow the los-- -- be claimed in   ----- using an Arrowsmith 
analysis. 

It is our understanding that the.Service previousl  ---------
the examination of the Taxpayer 's fiscal year ending ---------------
  --- ------, and that the Service has promised to clo  - -----
--------------n of the Taxpayer's fiscal year ending --------------- -----
  ----, by the end of   ------- ------- The Service, ther-------- ------- not 
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intend to obtain any additional information on the transactions 
described above or to develop the iss,ues further. 

DISCUSSION 

I. ACQUISITION OF   ---- STOCK 

A. SECTION 351 

No gain or loss is recognized on the transfer of money or 
property to a corporation by one or more persons solely in 
exchange for stock in such corporation if, immediately after the 
exchange, such person or persons control the corporation. I.R.C. 
5 351(a) The term "control" means the ownership of stock 
possessing at least 80 percent of the total combined voting power 
of all stock outstanding and at least 80 percent of the total 
number of shares of stock outstanding. I.R.C. 5 35I(a) and 
I.R.C. § 368(C). 

The Taxpayer claims that I.R.C. 5 351 applies to a portion 
of the transaction in which it,   -------- and   ------- acquired the 
stock of   ---- The Taxpayer claim-- ------ fl [tlh-- ----rger itself had 
no tax im----- on the transaction." . 

We disagree. The Taxpayer chose the form of the 
transaction. It chose to reorganize,FRI using a merger of its 
subsidiary,   ------------ with a newly c ------d subsidiary of   ---, 
Merger Sub. ----------- the Taxpayer's statements to the contr-----
the Taxpayer did not simply transfer its shares of   -----------
stock to   ---- in exchange for shares of   ---- stock. 

Arguably, Merger Sub was a transitory entity and should be 
disregarded in analyzing the tax consequences of the transaction. 
If Merger Sub is disregarded, the Taxpayer did transfer its 
shares of   ----------- stock to   ---- in exchange for shares of   ----
stock. I.R---- -- ---B(a) (2) (E)-- -owever, was enacted to addr-----
the tax consequences of reverse triangular mergers. As a 
consequence, the tax consequences of the merger of Merger Sub 
with   ----------- must depend on the application I.R.C. 
5 368---- ---- ----- and not I.R.C. § 351. 

B. REVERSE TRIANGULAR MERGER 

1. Statutory Provisions 

No gain or loss is recognized if.stock or securities in a 
corporation a party to a reorganization are, in pursuance to a 
plan of reorganization, exchanged solely for stock or securities 
in another corporation a party to the reorganization. I.R.C. 
5 354(a). 
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An exchange does not fall outside of I.R.C. 5 35a(a) simply 
because the persons exchanging stock or securities in the 
corporation receive money or oth,er property in addition to stock 
or securities in the other corporation. See I.R.C. 5 356(a). If 
I.R.C. § 354(a) would apply to an exchange but for the fact that 
the property received in the exchange consists not only of 
property permitted to be received but also of other property or 
money, then: 

1. gain (if any) to the recipient shall be recognized, but 
not in excess of (a) the amount of money received, plus 
(b) the fair market value of property received; and 

2. no loss to the recipient shall be recognized 

I.R.C. §§ 356(a) and (c) 

As defined in I.R.C. § 368(a) (l), the term "reorganization" 
means, among other things: 

(A) a statutory merger or consolidation; 

. . . 

(G) a transfer by a corporation of all or part of its 
assets to another corporation in a title 11 or similar case; 
but only if, in pursuance of the plan, stock or securities 
of the corporation to which the assets are transferred are 
distributed in a transaction which qualifies under 
section 354, 355, or 356.' 

I.R.C. §5 368(a) (2) and (3) provide rules for applying the 
definitions of "reorganization" set forth in I.R.C. s 368(a) (I). 

A transaction otherwise qualifying under I.R.C. 
§ 368(a) (1) (A) 

shall not be disqualified by reason of the fact that stock 
of a corporation (referred to in this subparagraph as the 
"controlling corporation") which before the merger was in 
control of the merged corporation is used in the 
transaction, if - 

(i) after the transaction, the corporation 
surviving the merger holds substantially all of its 

5 R transfer of the assets of a corporation shall be treated as made in 
a title 11 or similar case if and only if any party to the reorganization is 
under the jurisdiction of the cwrt and the transfer is made pursuant to a 
plan of reorganization approved by the court. 1.R.C. § 368(ai (31 (Bl. 

-.. 
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properties and of the properties of the merged 
corporation (other than stock of the controlling 
corporation distributed in the transaction); and 

(ii) in the transaction, former shareholders of 
the surviving corporation exchanged, for an amount of 
voting stock of the controlling corporation, an amount 
of stock in the surviving corporation which constitutes 
control of such corporation. 

I.R.C. § 368(a) (2) (E). In the case of a title 11 or similar 
case, the requirement of clause (ii) above shall be treated as 
mee if: 

(i) no former shareholder of the surviving corporation 
received any consideration for his stock, and 

(ii) the former creditors of the surviving corporation 
exchanged, for an amount of voting stock of the controlling 
corporation, debt of the surviving corporation which had a 
fair market value equal to 80 percent or more of the total 
fair markets value of the debt of the surviving corporation. 

I.R.C. 5 368(a) (3) (El. 

In this case, as p  -- of a plan   -- ------anization submitted 
to a bankruptcy court, ----- acquired ------------- by m  ------- ----
newly formed subsidiary, Merger Sub, with and into -------------

Bankruptcy and I.R.C. § 368(a) (1) (G) 

We do not believe, despite the fact that the reorganization 
took place under the jurisdiction of the bankruptcy court, that 
I.R.C. § 368(a) (1.) (G) applies to this transaction. I.R.C. 
g 368(s)(l)(G) was intended to cover transactions in which 
(I) the debtor corporation transferred all or substantially all 
of its assets to another corporation, (21 the debtor corporation 
received all or substantially all of the assets of another 
corporation, or (3) the debtor corporation created a new 
corporation by transferring all or substantially of its assets. 
The facts of this case do not fit into any one of these 
categories. 

Merger and I.R.C. § 368(a) (2) (E) 

It appears, from all of the information provided, that the 
merger satisfies the requirements of Delaware law. See Del. Code 
Ann. tit. 8, 5 251 (1998). Therefore, at first blush, it appears 
that the transaction qualifies under I.R.C. 5 368(a)(l) (Al. 

upon further review, it appears that the transaction does 
not qualify under I.R.C. § 368(al (1) (A), because the Taxpayer 
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received stock in   ---- the "controlling corporation," instead ok 
stock in Merger S---- the merged corporation.   ---- is not a "party 
to a reorganization" for purposes 0 
I.R.C. 5 368(b) .6 Consequently, 

f I.R.C. 5 ------a)(l) (A). See 
the transaction does not fall 

within the ambit of I.R.C. 5 368ia) (1) (A). 

The transaction, however, does fall within the ambit of 
1.R.C. § 368(a) (2) (El. First,   ----------- held all of its assets 
and all of Merger Sub's assets a----- ----- transaction, as required 
by I.R.C. § 368(a) (2) (E) (il. Merger Sub's assets consisted only 
of the consideration to be paid to the Taxpayer, i.e., stock in 
  ---,~the warrant for stock in   ---- and cash. These assets are 
----- taken into account in apply---- the "substantially all" test. 
Treas. Reg. § 1.368-l(j) (iii). Second, the Taxpayer exchanged 
stock in   ----------- constituting control of   ----------- for stock in 
  ---- as r---------- -y I.R.C. § 368(al (21 (E) (ii---- -------d 
-----rently,   ---- controlled   ----------- after the merger, because 
it owned all --- the issued a---- -----------ing shares of   -----------
stock. 

2. Continuity-of-Interest Doctrine 

To be tax-free, a reorganization must meet the judicially- 
imposed requirement of "continuity of interest,"' in addition to 
the statutory requirements set forth in I.R.C. §§ 354, 356, and 
360. 

One aspect of the "continuity of interest" doctrine is the 
continuity of business enterprise. See Treas. Reg. § 1.368-l(d). 
There is no question here that   ---- continued to operate   -----------
business after the transaction. 

6 The term "party to a reorganization" includes "both corporations, in 
the case of a'reorganization resulting from the acquisition by one corporation 
oE stock or properties of another." I.R.C. § 368(b) (2). 

7 we note that, if the merger of Merger Sub into   ----------- were 
intended to qualify under I.R.C. p 368(a) (1) (Gl. the mer----- -------- not satisfy 
I.R.C. 4 368 (a) (2) (E), because (1) the Taxpayer would not be allowed to 
receive any consideration for its stock in   ----------- and (2) the former 
creditors of   ----------- would have to exchang-- ----- -----ts owed by   ----------- for 
stock in   ---.- ------ ------rements of I.R.C. § 368(a) (3) (E), however,- ---- ----- make 
any sense, ---less   ----------- is the debtor and the party to the reorganization 
that is subject to ----- ---------tion of the bankruptcy court. We believe, 
therefore, that the language of I.R.C. § 368(a) (3) (E) supports the proposition 
that I.R.C. § 368(ai (1) (G) does not apply to the facts in this case. 

I This requirement is now set forth in Treasury Regulation 55 1.368- 
l(b). (d) and (e). 
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The other aspect of the "continuity of interest" doctrine is 
the continuity of proprietary interest. Continuity of 
proprietary interest requires that "in substance a substantial 
part of the & of the proprietary interests in the target 
corporation be preserved in the reorganization." Treas. Reg. 
§ 1.368-l(e) (1) (i) (emphasis added). A proprietary interest in 
the target corporation is preserved if it is exchanged for a 
proprietary interest in the acquiring corporation. &A 
proprietary interest, however, is not preserved if it is acquired 
by the acquiring corporation for consideration other than stock 
in the acquiring corporation. Id 

To meet the requirements for continuity of proprietary 
interest, the stock received from the acquiring corporation must 
have substantial value when compared to the value transferred. 
The Service has held that stock of the acquiring corporation 
equal to 50 percent of the value of the assets transferred is 
substantial for purposes of "continuity of interest." See Rev. 
Rul. 66-224, 1966-2 C.B. 114. The Supreme Court, however, found 
the requisite continuity of interest in a case where assets were 
transferred for consideration, 38 percent of which consisted of 
preferred stock and 62 percent of which consisted of cash. john 
A. Nelson Co. v. Helverinq, 296 U.S. 374 (1935). 

In this case, the Taxpayer received the following 
consideration for its shares of   ----------- stock: 

1.   --------------- shares of common stock of   ---- 
2. ----- ------------ and 
3. $  ------------------- in cash. (Again, the Taxpayer 

c------- --- ------- received $  --------------- in cash). 

See Merger Agreement, § 1.2(a). Or stated differently, the 
Taxpayer transferred   ------ shares of   ----------- stock in exchange 
for: 

1. $  ------------- in   ---- stock; 
2. ?-- ------ -----ect --- the Warrant; and 
3. $  ------------------- in cash. 

The Taxpayer claims that the Warrant did not have any value. The 
total consideration, therefore, equals $  ----------------

Assuming that the Warrant did not have any value, the 
Taxpayer received stock in   ---- which constituted   -- percent of 
the total consideration rece-----.g We do not belie-- that this 

9 step 1: total consideration = $  -------------- c $  ---------------- = 
$  ---------------- step 2: ratio of   ---- stock- ------------ to ------ ----------ration = 
$  -------------- - $  ---------------- =   ----- The Taxpayer arrived at the same 
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constitutes the requisite continuity of interest for purposes of 
I.R.C. 5 368. 

3. Tax Consequences 

The transaction, therefore, is treated as a sale of the 
Taxpayer's shares of   ----------- stock in   --------- ------. 

Amount Realized 

AS stated above, the Taxpayer received at least $  ---------------
in exchange for its shares of   ----------- stock. Again, -----
amount does not include the va----- --- -ny, of the Warrant. 

Basis 

The Taxpayer determined its basis in its   ----------- stock as 
follows: 

Basis in Stock $   -------------
Intercompany Payable Assumed   ---------------
Bank Debt Assumed   -------------
Total $  ---------------

It seems logical to treat the Intercompany Payable as a 
conversion of the debt owed by   ----------- to the Taxpayer to 
equity. As such, the amount of ----- -------ompany Payable is 
includible in the Taxpayer's basis. 

Gain or Loss 

Assuming that the Warrant did not have any value, the 
Taxpayer realized a capital loss on the sale of $  ------------- The 
Taxpayer can claim this loss in its fiscal year e--------   -------------
  --- ------, but only to the extent of its capital gains. --------
-- ----------). The Taxpayer can carry back the capital loss back to 
each of the 3 taxable years preceding the one ending   -------------
  --- ------, and forward to each of the 5 taxable years ---------------
------ ------. I.R.C. § 1212(a) (1). 

It is our understanding that the Taxpayer did not have any 
capital gains in its fiscal year ending   ------------- ----- ------. 

Basis in   ---- Stock 

The Taxpayer has a basis in the   ---- stock received of 
$  --------------- See I.R.C. 5 1012. 

percentage in its analysis of the section 351 and redemption transactions. 
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II. DISPOSITION OF   ---- STOCK 

A. ORDINARY LOSS V. CAPITAL LOSS 

1. Exchange of   ---- Stock for Mutual Release of Claims 

We previously have opined on the Taxpayer's argument that it 
is entitled to an ordinary loss on the transfer of its shares of 
  ---- stock to   ------- on the grounds that it did not receive any 
------ideration ---- -uch stock and that, therefore, it did not sell 
or exchange such stock. 

We disagreed with the Taxpayer on several grounds. First, 
the terms of the agreement between the Taxpayer and   -------
expressly identify the transaction as an "exchange." ------nd, the 
Mutual Release of Claims did constitute consideration. Third, 
the Taxpayer's reliance on cases involving the "surrender" of 
stock is misplaced. The cases cited by the Taxpayer involve the 
surrender of stock to the issuing corporation. Despite the 
Taxpayer's assertions to the contrary, the Taxpayer did not 
"surrender" its   ---- stock. It transferred the stock to   --------
And in exchange, --- received consideration in the form o-- --
release of claims and an agreement not to pursue litigation of 
those claims. 

2. Arrowsmith Doctrine 

The Service recently obtained information from   ------- that 
sheds light on how to treat the transaction and provi----- -n 
additional argument for rejecting the Taxpayer's treatment of the 
loss as an ordinary loss. 

As stated above,   ------- began questioning the value assigned 
to the   ----------- stock --- ---- Acquisition Agreement and 
apparent--- ---------ned the Taxpayer with lawsuits arising out of 
the Taxpayer's misrepresentations on the profitability of   -----
  ------ The parties resolved this dispute by entering into -----
--------nge Agreement. According to   -------- the resolution reflects 
the parties' agreement that the pa------ overstated the value of 
the   ----------- stock at the time of the merger.   ------- treated 
the --------- -- the Taxpayer's shares of   ---- stock- ------stently 
with this characterization. That is,   ------- allocated its basis 
in   ---- stock among the shares received --------- the reorganization 
in   --------- ------- and the shares received from the Taxpayer in 
  ------------- --------

We believe that   -------- characterization of the transaction 
reflects the true sub--------- of the Taxpayer's transfer of   ----
stock to   -------- The transaction, therefore, involves a 
reduction --- ---- purchase price paid to the Taxpayer in the 
merger of   --------- ------. As such, the transaction is intimately 
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tied to the merger. And the gain or loss realized from the 
transaction should have the same character as any gain or loss 
realized on the merger. See Arrowsmith v. Commissioner, 344 LT.S. 
6 (1952). 

B. SERVICE'S PROPOSAL 

(b)( 7)a, (b) (7)e------- --- ------- ----- ------------- -- ------ ------
  ----------- -------- -------- -- --------- ---- ---- ----- -------------- ----- --
--------- ----- ---- ----- ------ --- ----- -------- ----- ---------- --------
----------- ----- --------- ------------ ------------ ----- ------------- ----- ----- --------
--- --- ---------- ------ ----- ---------- --------- --- ----- ------------- --- ------
----- ---------- -------- ----------- ----

(b)(7)a , (b)(7)e ---- ------- ----- -------- --- ----- --------- --- ---------
  - ------------- ------------- --- ----------- ------------------ --- -----
---------- ------------- -- ----- ------ ---- ----- --------------- --- ----- ---- ----------
----- ----- ---------- --- --------- -- ------ --- ------------- ------- ---
----------- ------ ----- ---------- --- -------------- --- --------- ----- ---------------
--- -------------- ------- ------ -- ---------- ------------- ----------- -------- -----
---------- ------ ----- ---------- ----- ----- ------- ---- ------------ ----- --------------
--- ----- -------- --- ----- ---------------- ----------- --- ----- ---------- ------- ---
--------- ----- ---------------- ----- ---------- -------- ---- -------- ------ -----
----------- --- ---------- ---------------- --- ----- --------------- ------- ------
---------   ------------- ----- -------- -- ------ -------- ----- ---------- -----
-------------- -------------- --------- ----- ---------- ----- ----- ---------- -------
----- ---- ----- ----------- ------------- --- --------------- ---- ----------- -----
--------- --- -------- ----------- --- ----- --------------- ------- ------ ---------
  ------------- ----- --------

(b) (7)a , (b)(7) e------ ----- --- ------------ ---- ------------ --------
  -------- ---- ----- -------- ------------ ---- ------------- ---- ---- ---------- -----
----- ---------- ----- -- --------- ------- ---- --------------- ----- ----------- ------
----------- --- ----- ------------- ------ ---------- --- ----- ----------- ---   ---- -------
---   --------- ----- --------------------- ----- ------ --- -- --------- ------

If you have,any questions, please call the undersigned at 
(619) 557-6014. 

GORDON L. GIDLUND 
Assistant District Counsel 

By: /s/ - 
GRETCHEN A. KINDEL 
Attorney 
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